
87. Exactly what "substantial, facilities-based competition" means could be a matter for

debate in future section 271, Track A applications: The early-entry view would emphasize a

little actual facilities-based entry, with the potential for rapid expansion relying on unbundled

network elements purchased from the RBOCs. There are two serious problems with this view.

First, because BellSouth's procedures governing the purchase of unbundled elements are still in

flux and have not been widely provided to local service entrants anywhere in its service territory,

let alone in South Carolina, it is not possible to reach informed judgments about entry and fringe

supply elasticity that relies on unbundled network elements. We should not now presume that

local competition can develop rapidly, when actual experience in the near future can provide an

empirical basis for making an informed judgment. Second, the pricing principles for and the

final pricing of unbundled network elements have not been established by the South Carolina

commission. If the final terms are less conducive to economic purchase of unbundled network

elements than the current interim terms, then regulators may well find themselves in the position

where an interLATA application was approved based on current arrangements but would have

been denied ifbased on the more permanent conditions. Thus, even if regulators are far more

optimistic about the ability of state and federal regulators to manage competition efficiently

through regulation ofunbundled elements than we are, it is clear that no informed decision can

now be made about the potential for competition based on unbundled elements in South

Carolina.
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88. BellSouth's economic argument for Track B authority is completely unpersuasive. The

argument depends critically on the IXCs accelerating their local entry in response to a grant of

Track B authority in order to ameliorate the costs to them of discrimination by BellSouth. Yet

BellSouth also argues that there will be no discrimination because regulation will prevent it.

BellSouth's explanation for why entry in South Carolina by CLECs other than the IXCs has been

inconsequential is incorrect. BellSouth argues that the value ofthese CLECs' local investments

would be reduced by any IXC interest in local service that might follow a grant of interLATA

authority to BellSouth. Therefore these CLECs are said not to be investing even though the

investments, but for the fear of later local entry by the IXCs, would be profitable. This argument

assumes that the IXCs would enter local telephony only with their own facilities. However, the

profits to the CLEC from selling services to the IXC, joint venturing with an IXC, or being

acquired by an IXC are completely ignored. Thus BellSouth's economic argument for Track B

authority is built on incorrect and, in some cases, internally inconsistent assumptions.

89. Finally, the South Carolina application is also premature when judged against the "carrot"

rationale for interLATA entry. BellSouth's incentive to cooperate in making unbundled

elements available at cost-based rates derives entirely from the prospect of being allowed to

provide interLATA service. Its business incentives are entirely the opposite -- firms generally do

not want to reduce the costs others must incur to enter their markets, and BellSouth is no

different. If BellSouth gets its reward (or gets and eats its carrot) before regulators can judge

how well the procedures governing competitors' access to unbundled elements actually work in
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practice, regulators will have no benchmarks against which to judge BellSouth's subsequent

behavior derived from a time when it had at least some incentive to cooperate.
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APPENDIX A

Why Traditional Regulation Will Likely Be Ineffective
in Controlling Anticompetitive Behavior

1. The tools and traditions of regulators are less well suited to disciplining incumbent

resistance to opening up local markets to competition than to dealing with traditional regulatory

issues in an unchanging regulated environment. Traditional regulatory tools may work well

when dealing with issues such as revising the price for local exchange service to a particular

class of customers in a stable economic environment. A traditional regulatory approach is likely

to be inadequate, however, when both entrants and consumers are affected by the incumbent's

compliance decision, when incumbent decisions can impose irreparable hann, or where detection

and punishment for bad acts are not certain (implying optimal penalties that are a multiple ofthe

harm in cases where violations are detected).

2. To illustrate, let us begin with an example where regulation is least likely to result in

error, and then relax some critical assumptions.

(A) Traditional regulation of consumer prices charged by a regulated monopoly:
Remediable harm with eventual regulatory certainty.

3. Many regulators have allowed rate increases to go into effect subject to review. Ifthe

review shows that the rate increase was not warranted, then the finn is ordered to refund the

excess charges on the quantity actually purchased by the consumers. This procedure can work

fairly well because: (a) only consumers are affected by the initial overcharge, (b) consumers may
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have purchased little more at the lower price,I (c) the hann to consumers and society is easily

reparable (except for the aforementioned difference in quantities) through future refunds, and (d)

the probability of detection is high (i.e., the regulator eventually selects the "right" price, based

on regulatory principles, after its review). Importantly, the regulated firm has no incentive to

restrict consumers' purchases through non-price rationing devices. That is, the firm knows a

higher price will induce lower unit sales, but the firm wants consumers to buy as much as they

demand at the higher price.

(B) Irreparable harm, with eventual regulatory certainty.

4. Let us now change the example to an interconnection decision, or to a case where the

LEC tries to restrict the quantities ofUNEs purchased by entrants. We continue to assume that

ILEC refusal is frivolous, in the sense that the RBOC believes that it will eventually be required

to interconnect, or provide the quantity ofUNEs that entrants demand. Under these conditions, it

becomes much more likely that the penalty imposed will fail to fully reflect the hann to the rest

of society, since the parties hanned include not only the entrant (or potential entrants) but also a

multitude of dispersed consumers that would have benefitted from increased competition. As a

IThis is especially true if the price is a monthly lump-sum price, as in the monthly rate for
unlimited local service. In that case, customers' quantities ofminutes will not be affected unless
they drop service due to the rate increase. The available empirical evidence indicates that the .
demand for local service is very price inelastic, so the difference in quantities chosen at the
higher and lower prices should be small.
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practical matter, the harms to both consumers and potential entrant(s) will be difficult to estimate

accurately, and many consumers will be unaware of the harm they have suffered, making it

difficult and expensive to identify and compensate them. (Analogous problems that lead to

irreparable harm arise in antitrust class action cases.)

5. Since entry reduces total profits and increases total welfare, the gain to a monopolist from

deterring entry exceeds the gain to the entrant from entry, but is less than the gain to the entrant

plus the gain to consumers. The appropriate amount to charge the ILEC when it finally must

comply is the present value (including interest) of the effect on the rest of society; i.e., the lost

profits to the entrant plus the loss of consumer surplus to consumers. We can rank the effects of

non-compliance quantitatively as:

-the harm to entrant plus harm to consumer is greater than

-the gain to ILEC, which is greater than

-the harm to entrant.

It follows that even completely compensating the entrant for the effects of delay will provide

insufficient incentives for the ILEC to comply, and lead to harm to competition and to

consumers.

(e) Irreparable harm, with continuing regulatory uncertainty.

6. Whenever the probability of detection and punishment is less than one, the optimal

3



penalty to be imposed when a violation is detected and punished is a multiple of the harm

caused: in its simplest formulation (i.e., assuming no false positives) the optimal penalty is:

F* =HIR

where F*= optimal penalty, H= harm to the rest of society, and R = probability of detection and

punishment.

7. As discussed generally above, however, many acts an ILEC undertakes to inhibit entry

into the local exchange may go undetected or unpunished. Thus optimal compliance requires

that, when intentional violations are detected and punished, the penalty should be a multiple of

the harm caused. Unfortunately, given the complexity of these decisions and the informational

asymmetry between the ILEC and regulatory bodies -- and even between the ILEC and the

entrant -- establishing clear intent often may be very difficult. Therefore, compliance can only be

ensured by imposing truly draconian penalties when clear intentional violations are identified.

To the extent that regulators would be unable or unwilling to impose such draconian penalties-­

or, even more obviously, when cases of clear intent are never identified -- regulatory sanctions

are unlikely to be sufficient to ensure optimal compliance.
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• Analysis for MCl and AT&T 'ofvarious interconnection pri~ing and costing issues under the
1996 Telecommunications Act.

• Preparation of a report submitted to the FCC, co-authored with Harold Van. Gieson, on
appropriate depreciation for local exchange carriers.

• Preparation ofa report submitted to the FCC on appropriate bidding restrictions to prevent
anticompetitive pre-emption in spectrum auctions.

• Preparation ofan affidavit for MCI on the effects ofexpanded interconnection between local
telephone companies and competing providers of access!

• Preparation of several reports for MCI, some of which were co-authored with Stephen
Silberman, on the effects ofprice cap regulation; especially as applied to the local exchange
carriers. Presentation ofthe analysis to the FCC staff

• Preparation ofa report for the National Cable Television Association on integration by local
telephone companies into video programming markets.

• Preparation ofa report for MCI, co-authored with Stephen Silberman, on the economics of .
line-of-business restrictions.

Antitrust

• Deposition and trial testimony on behalf of the Antitrust Division in its lawsuit challenging
the acquisition of the Northwest Arkansas Times by the owners of the Morning News of
Northwest Arkansas.

• Preparation of economic analysis regarding Outdoor Systems' acquisition of Gannett's
Houston area billboard business.
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•

•

•

•

•

•

•

•

•

•

•

•

•

Preparation and presentation ofeconomic analysis to the Antitrust Division about Michelin's
acquisition ofUniroyal Goodrich.

Preparation of a report, co-authored with Frederick Warren-Boulton, on the competitive
effects ofMicrosoft's licensing practices for operating systems and complementary software.

Preparation and presentation of"disruptive buyer" analysis to .the FTC regarding Brunswick's
partial equity interest in and supply contract with Tracker.

Preparation of an affidavit filed on behalf ofMcClatchy Newspapers on the absence ofany
competitive effect of the purchase by McClatchy of the Raleigh News & Observer.

Economic testimony on behalf of Trane on market power, market definition, and vertical
restraint issues in Tarrant v. Trane.

Preparation and presentation ofeconomic analysis to the FfC on 81. Gobain's acquisition of
Carborundum..

Affidavit and deposition testimony on behalf of PMBR in its antitrust litigation with
BARIBRI.

Economic testimony on behalf of the Antitrust Division in hearings on the proposed
newspaper joint operating agreement in Detroit.

Preparation and presentation of economic analysis to the FTC on First Data Corporation's
proposed acquisition ofWestern Union.

Preparation and presentation of economic analysis to the FTC on lllinois Tools Works'
acquisition ofCyklop.

Preparation of economic analysis submitted to the FTC on Brunswick's licensing and
acquisition agreement with Perry-Austen.

Preparation and presentation ofeconomic analysis to the FTC concerning Witco's acquisition
ofDe80to.

Presentation of economic analysis and deposition testimony to the FTC involving a merger
in the chemicals industry (Henkel Corp. acquisition ofParker Chemical).


